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608 LOANS 


N 1928 and 1929 the life insurance companies and savings banks made their 
| heaviest investments in real estate mortgages, In the earlier period they had 

been too conservative to invest in “speculative” loans. The rise in values from 
1914 to 1923 had been so great that they wanted no part in the boom market. 
Then, after they had seen the less cautious investors make a safe profit, they 
finally became convinced that their policy was wrong and they made heavy invest- 
ments in real estate mortgages just in time to take over a great deal of real es- 
tate in the depression of the thirties, 


Anyone is entitled to make a mistake now and then, but there is little excuse 
for making the same mistake twice. This many banks and insurance companies: 
seem to be on the verge of doing, encouraged by the exhortations of the Federal 
government, 


In many publications recently issued by the Housing Expediter, builders and 
investors are urged to build rental housing, not only because of the undisputed 
need, but also because it is a good investment, In the bulletin Rental Housing In 
1947, which is “Community Action No. 8” published by the Office of the Housing 
Expediter, Washington, D. C., we find the statement: “Rental housing can be en- 
couraged not merely because it is urgently needed, but also because it represents 
a promising investment possibility.” In the same bulletin, on page 3, we find the 
statement: “Many factors in the present-day market indicate that for investors 
and builders alike, 1947 offers unusual opportunities in the field of rental con- 
struction,” 





The Federal Housing Administration is now willing to insure loans on rental 
projects for 32 years and seven months under conditions which seem to me to be 
inviting failure. These loans are generally referred to as 608 loans, as they are 
made under section 608 of the National Housing Act. 


At the present time 608 loans are being bought by many institutions at a 
premium, in some cases of as much as five or six points, They carry a maximum 
of 4 per cent interest. It costs from one-fourth to three-eighths of a point to ser- 
vice FHA loans. In case of default the lending institution can return the loans to 
the FHA at 99 and receive 2-1/2 per cent debentures for this amount for ten 
years. If the lending institution prefers, it can foreclose and turn the property 
over to the FHA, receiving 2-1/2 per cent debentures for the amount of the loan 
and the unpaid interest, with a certificate of claim covering the cost of foreclo- 
sure, 
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In my opinion most 608’s will be foreclosed in less than five years, I think 
that the certificates of claim will be worthless. IfIam right, a lending institu- 
tion which may have purchased 608 loans at a premium will get a gross of 4 per 
cent on the face value of the loan for a short time, will then have the trouble and 
expense of foreclosing, ending up with a ten-year debenture at 2-1/2 per cent for 
the face value of the loan and any unpaid interest. It will be out of pocket for the 
premium paid and for the foreclosure cost, 


The supposed equity holder of a 608, if lam right in my assumptions, will see 
his equity disappear and within a relatively short time it seems to me that he will 
probably owe a larger amount on his mortgage than the property will be worth. 


WHY THESE DIRE PREDICTIONS? 


The value of apartment properties constructed at the present time will depend 
entirely on the net income which can be derived in the future from the operation 
of these properties during their economic life. If it is possible to rent them year 
after year at the high rentals necessary for buildings built under today’s con- 
struction costs, there is every reason to believe that these properties will pay out 
and remain solvent, but if the rentals being set up for this type of property can be 
secured only during the period of the extreme scarcity of dwelling units, these 
buildings will go through foreclosure, 


It seems to me that for the long pull the rentals being set up are not economic 
rentals but are rentals which contain a high scarcity premium. It is only neces- 
sary to compare the rents in the schedules of these buildings with the rents ac- 
tually paid in 1940 as reported by the United States Census. 


According to the regulations, the average rent ona 608 project is $80, plus 
certain additional amounts for services, etc. Some actual projects we have looked 
into containing five rooms, have had an allowable rent of $105, and the tenant in 
addition had to furnish his own heat. This was distributed as follows: 


a $ 80 
Utility Expense, Except Heating($3 per room). 15 
Garage in Basement .......... Htskserenienmnnenees 10 

II BIOIES snk cdidcnsanccrconnsdcndaerdences $105 


The cost of heating by gas in this area would probably average another $6 per 
month, giving us a total housing expense, including heat, of $111. 


The United States Census in April 1940 collected figures from all cities in the 
United States on the rental being paid on all rented dwelling units. Since in some 
cases this contract rental included heat and in others did not, the Bureau of the 
Census has made adjustments on the units which did not include heat as part of 
the rent in order to get the monthly cost of rented space including heat. Accord- 
ing to these figures in all metropolitan areas where the central city had more than 
100,000 people, only eight-tenths of one per cent of all families paid $100 a month 
or over in rent, including heat. If we exclude the metropolitan areas of New York, 
Washington, D, C., and Chicago, this figure drops to three-tenths of one per cent. 
If we use the figure shown above of $111, we find that only 0.6 per cent of all 
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families in all principal metropolitan areas (including New York, Washington, D. 
C., and Chicago) paid a rental this high or higher. 


Of course, rent-paying ability in 1947 is greatly higher than it was in 1940 
but, on the other hand, new units are in competition with existing units on which 
the rentals were frozen at a level very little above the levels prevailing in April 
1940. During the period of scarcity, there is very little question that these new 
units can be rented at the schedule set up, but the period of the shortage will not 
last forever and when houses become plentiful in our opinion these rentals will 
have to be cut so materially that the properties will no longer earna sufficient 
amount to meet interest and principal payments, 


On the preceding page I have charted the course of building material prices 
and of lumber prices in the First and Second World War periods, synchronizing 
the date of the Armistice with V-J Day on the chart. This is somewhat similar to 
the charts run in the February “As I See It” Bulletin, but the changes in prices 
from those charted then are tremendous, 


It will be noticed that after the First World War building material prices and 
‘lumber prices rose almost vertically to a peak inthe spring of 1920, that this peak 
was short-lived and that it was followed by a drop which took prices below the 
level at the time of the Armistice, In retrospect, it is quite easy to see how ri- 
diculous it would have been for the Federal government to have advocated a heavy 
building program in the spring of 1920 during the short period in which building 
costs were at such inflated levels, Unless it can be assumed that the rises we 
have just experienced are permanent and that the present level of prices will con- 
tinue, it is just as unwise to advocate the building of rental projects at today’s 
costs with heavy loans to be amortized over a period of 32 years and seven 
months. These loans will pay off so slowly that the probable drop in construction 
costs in the period ahead will not only wipe out all equities above the loans, but 
will bring the values of the projects considerably below the amount of the loan it- 
self, with the resulting foreclosure of the property and at least temporary gov- 
ernment ownership. The self-evident folly of the present government program 
for 608 projects raises the suspicion that public housers, so far prevented by 
Congress from the full realization of their ideas of socialized housing, might be 
trying to achieve the same end result by a circuitous method, 


Because of high building costs at the present time, it is necessary on any 
building projects going forward to reduce to a minimum the number of cubic feet 
in the project. This is resulting in inadequate room sizes and in insufficient 
storage space. We think that much of this housing, viewed by the standards of 
five to ten years from now, will be inadequate and will suffer accelerated depre- 
ciation as a result, 


My advice - do not go ahead with 608 projects at present cost levels. 





ROY * K 
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